Preparing legal documentation for musyarakah mutanaqisah financing facilities by Md Nor, Mohd Zakhiri
Legal Documentations for Islamic Financing Facilities 
IBFIM, Kuala Lumpur 
1 8th- 1 gth May 20 10 
Preparing Legal Documentation for 
Musyarakah Mutanaqisah Financing Facilities 
MOHD ZAKHIRI MD NOR 
(1LL.B ( H o n s . ) O ,  LL.B (Syariah)(Hons.)(IIUM), MCL (IIUM) 
Currently a PhD Researcher, INCEIJ?, Kuala Lumpur 
E-mail: mohdzakhiri@~maXcom 
This presentation is divided into eight parts: 
1. Introduction to Musyarakah 
2. MM and other financial products 
3. Bank's expectations of the Solicitor 
4. Customer's expectations of the Solicitor 
5. The Process - Inception of the MM 
6. The Process - During the Facility 
7. The Process - End of MM 
8. Issues on MM Facility 
1.0 The contract of Musyarakah (Partnership) 
Musyarakah (partnership) is when 2 or more partners join in capital to cany out Musyarakah 
business venture with the view to earn profit. The Musyarakah could be through the 
formation of special purpose vehicle (SPV) or unincorporated partnership. It gains 
recognition from all Islamic scholars, though they may differ in their opinion as to the 
operational mechanisms of Musyarakah. In terms of capital contribution in the Musyarakah, 
it is required that each partner MUST contribute, however, it is not necessarily equal e.g. 
90:10, 75:25, 50:50 or etc. Otherwise, if any partner does not contribute capital, it could no 
longer be regarded as Musyarakah, instead it would be Mudharabah (contract of 
entrepreneurship). It is however not the case for the management of the Musyarakah 
business, as it may be undertaken by all, or some or any 1. In other words, in a Musyarakah, 
sleeping partner is allowed. Most importantly, the Musyarakah business must be permissible 
by Shariah. In terms of the distribution of profits, majority of Shariah scholars agree that 
profits must be distributed according to pre-agreed ratio between the partners. As for the 
bearing of losses, all scholars agree that losses are to be borne according to the ratio of capital 
contribution @ holding of shares at that time. However, the is a PROVISO to this general 
rule: if such loss is due to the negligence of the managing partner, he will bear the loss solely. 
1.1 Example of Musyarakah 
; Musyarakah business 
2.0 The contract of Musyarakah Mutanaqisah (Diminishing Partnership) 
Musyarakah Mutanaqisah (MM) consists of two words, bearing the meaning 'partnership that 
diminishes'. For the avoidance of doubt, it does not mean that the partnership itself 
diminishes, instead, the shareholding of one of the partners will diminish as the partnership 
goes on. 'Diminish' here means that the shares is gradually transferred to the other partner(s) 
throughout the agree period. At the end of the agreed period, the shareholding of that earlier 
partner will be zerorised, and the shareholding of the latter partner will be 100%. 
According to the terms of the MM Financing, the Bank and the Customer participates in the 
partnership to carry out a specified Musyarakah business venture (e.g. acquisition of specified 
asset, carrying out of specified project etc.) In consideration of the Bank agreeing to enter 
into the MM with the Customer, .the Customer promises to gradually acquire the Bank's 
shares in the partnership (constitutes the amount of financing) throughout the financing tenor 
(e.g. 20 years, 25 years etc.) 
In addition, the Bank leases its portion in the asset to the Customer, and in turn, the Customer 
pays periodic rental to the Bank under the Islamic contract of Ijarah (constitutes the Bank's 
profits). 
Hence, the following constitutes the payment by the Customer to the Bank throughout the 
financing tenor: 
Financing amount (Gradual purchase of the Bank's shares in the MM) 
+ Bank's profits (Rental payments for the Bank's portion in the asset) 
Payment by the 
Customer 
At the end of the tenor, the Bank's shares will be zerorised while the Customer will own 
100% shares in the asset and becomes sole owner. 
2.1 Example of MM Financing 
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2.2 MM and other financial products 
In MM, the underlying contract is Musyarakah Mutanaqisah, where the Bank and the 
Customer joins their capital (as partners) to invest in the business with the view of getting 
profit. The relationship between the Bank and the Customer is partners. The 'repayment' (as 
termed in the contemporary fmancial system) by the Customer is the gradual purchase of the 
Bank's shares + periodic rental payments. 
While under the conventional loan, the underlying contract is loan, where the Bank (as 
creditor) extends loan to the Customer and the Customer (as debtor) borrows from the Bank. 
'The relationship between the Bank and the Customer is creditor-debtor. The repayment by 
the Customer to the Bank is then: principal loan + interest. 
BBA is the most popular Islamic fmancing product in Malaysia, despite negative feedbacks 
and triable issues concerning its legality and compliance. At KL High Court alone, 90% of 
the 3,200 Muamalat cases registered between 2003 to 2009 concerns BBA. Now, BBA 
consists of two tiers of transaction. At the lSt tier, the Bank purchases the property fiom the 
seller/customer (via the Property Purchase Agreement) and at the 2nd tier, the Bank sells the 
property to the Customer (via the Property Sale Agreement). The relationship between the 
Bank at both tiers is seller-buyer. The 'repayment' by the Customer to the Bank is in form of 
payment of sale price (in installments). 
Another popular Islamic product is Ijarah, which also consists of two tiers of transaction. At 
the lS' tier, the Bank purchases the property fiom the seller/customer (via Property Purchase 
Agreement, or by appointing the Customer as its agent to purchase from the seller). At the 2"d 
tier, the Bank leases out the property to the Customer (via Ijarah Lease Agreement). The 
relationship between the Bank and the Customer is landlord-tenant. The 'repayment' by the 
Customer to the Bank is in form of periodic rental payments. 
3.0 Bank's expectations of the Solicitor 
The following are expected by the Bank: 
1. The solicitor is expected to know the basic structure of h4M. Obviously, one should 
not begin drafting unless helshe is clear of what to draft in the fmt  place. 
2. The solicitor is expected to know how h4M works e.g. what is required, consideration 
legality of capital, asset, business, etc. 
3. Most importantly, the solicitor is expected to know the Bank's product inside out. 
There are many Banks offering MM financing today, e.g. Kuwait Finance House 
(Malaysia) Berhad (KFHMB), Maybank, HSBC etc. Now, different banks may have 
different operational mechanisms. For example, KFHMB requires the property to be 
registered in the Bank's name as trustee to the MM pursuant to the Trust Deed 
between the Bank and the Customer. This is actually how it gets registered onto the 
issue document of title i.e in the Bank's name as trustee. Hence, there is no issue of 
registering fmed legal charge on the property, as it is already in the Bank's name. on 
the contrary, Maybank requires the property to be registered in the name of the 
Customer, and to secure its interest, the Bank requires the registration of fixed legal 
charge on the property. There are other instances of differences of operational 
mechanisms, and the drafting solicitor acting for the Bank is expected to know the 
same. 
4. The solicitor is also expected to know which MM document to be executed (e.g. 
different document for properties with and without title, landed property and strata, 
completed and uncompleted, individual Customer or company), what kind of security 
is required (e.g. lodgment of Trust Deed or fixed legal charge), how to enforce the 
security etc. 
5. Obviously, the solicitor is expected to transpire the Bank's intentions into legal 
documentation. The Bank will issue instructions to the solicitor e.g. "We hereby 
appoint you as the solicitor for this MM financing for so and so (Customer) for the 
amount of RM.. .. Kindly get the Customer to execute the security documents within 7 
working days." Hence, it is the duty of the solicitor to transpire the Bank's intentions 
into legal documentation, especially on the terms and conditions of MM plus 
boilerplate clauses plus other terms and conditions required by the Bank. It is 
advisable to adhere to what is instructed by the Bank, follow the term sheet given to 
you by the Bank and also the product development as approved by BNM, incorporate 
all T&Cs into the legal documentation etc. 
6. The solicitor is expected to liaise with 3rd parties on behalf of the Bank, for instance 
the Customer, the Land Office, the CCM, the FIC (if applicable), the Developer, the 
Seller etc. 
7. The solicitor is also expected to perfect the securities required by the Bank, and this 
will be evidenced in the advise letter for disbursement, as the solicitor is required to 
confirm that all the securities have been perfected and all conditions precedent have 
been met, in addition that all the legal documents are in order and fully enforceable as 
against the Customer in favour of the Bank. 
What happens if there is non-compliance by the solicitor in meeting the expectations of the 
Bank? It may leads to legal liability for breach of duty on part of the solicitor. 
4.0 Customer's expectations of the Solicitor 
The following are expected by the Customer: 
1. The solicitor is expected to explain the Bank's product briefly. Essentially, the 
Customer does not expect to know the entire process and procedure, because all 
helshe wishes is to get the financing amount disbursed soonest possible. However, it 
is your duty to explain to the Customer, and since MM is relatively a new product, the 
Customer might not be familiar with it, as opposed to BBA and Ijarah. 
2. The solicitor is expected to provide copy of the Bill as early as possible, this is 
because helshe will make the payment of fees and disbursements. Following the fact 
that MM bills might be quite different from other financing products, it is always 
advisable and practical for you to provide a copy of the Bill soonest possible so that 
you get the funds before you actually begin the process. 
3. The solicitor is also expected to guide himher throughout the documentation process 
up to 111 release of the MM Facility amount 
4. The last but not least, the solicitor is expected to be truthful when reporting the 
progress of the file to the Customer, whether it is pending payment of fees, pending 
submission to the Land office, pending registration of charge etc. 
If there is non-compliance, it may lead to legal liability for misrepresentation, misstatement 
etc. Most importantly, you would need to differentiate between your duty to inform the 
customer and the Customer's right to know. Afterall, you are solicitors of the Bank, acting for 
the Bank and not the Customers (this is assumed as you would be the solicitors drafting the 
financing documents). If you ever get a fussy Customer which demands to know every detail 
of the progress of the matter, you may wish to advise himher to appoint their own lawyer, 
because it is outside of your duty. 
5.0 The Process - Inception of the MM 
Well, now we come to the stage that you've been waiting for. The process for preparing legal 
documentation starts from your receipt of instructions from the Bank. It is usually in form of 
a letter of appointment as solicitors for a specified financing facility approved to a specified 
Customer. As soon as getting the instructions fi-om the Bank, you may proceed to open a new 
file and read through the instructions. Normally, the Bank would also enclose a copy of the 
Letter of Offer duly accepted by the Customer. Note the date of the acceptance by the 
Customer, and prepare for its nominal stamping (RMIO if within 30 days of acceptance by 
the Customer). 
Banks normally have their standard documents and guidelines when it comes to MM 
financing, so you would need to be careful to choose which one of the standard documents 
apply to that particular financing facility, and familiarise yourself with them. You would need 
to pay attention to the type of Customer (individual andlor company), the type of property 
(completed or uncompleted, with or without title) and the purpose of the financing 
(acquisition of assets or project financing) as the Bank might have different sets for different 
situations. 
If the bank does not have standard forms and documents, you would need to start drafting 
fiom scratch. Most importantly, you would need to incorporate all the Bank's intentions into 
the legal documents. You may want to be careful to avoid usage of terms not allowed in 
Islamic finance e.g. interest for default payment, penalty interest etc., and also be careful to 
use terms specific for MM e.g. Bank's shares, Customer's shares, MM Business Venture, etc. 
It is appreciated that you familiarise yourself with the Bank's product, then follow 
accordingly the guidelines set by the Bank, e.g. searches at CCM, Land office, Official 
Assignee's office, FIC etc. 
Try to meet the timelines set by the Bank, if any while at the same time set an appointment 
for the execution of the legal documents at the Customer's convenience. 
5.1 Standard MM documents 
The following are standard MM documents: 
1. Promise (Wa'ad) 
2. MM Facility Agreement (to set terms for the MM + MM business etc.) 
3. S&P (or Supplemental S&P, if the Customer himself has signed the S&P with the 
Vendor before approaching the Bank for financing) 
4. Ijarah Lease Agreement 
5. Trust Deed (if applicable) 
6. Service Agency Agreement 
7. Letter of Undertaking 
5.1.1 MM Document 1: Promise (Wa'ad) 
The gist of Promise (Wa'ad) is that, in consideration that the Bank agrees to enter into the 
h4M with the Customer, the Customer promises to gradually purchase the Bank's shares in 
the MM throughout the Facility tenor. The document contains few sections on the intention 
of the Customer to seek financing, and his promise to the Bank etc. 
5.1.2 MM Document 2: MM Financing-i Facility Agreement 
The gist of the MM Financing-i Facility Agreement is the formation of MM and MM 
Business. It serves dual role, (1) as MM Partnership Agreement, including the gradual 
purchase by the customer of the Bank's shares in the MM, the MM Business etc, and (2) as 
Financing Facility Agreement which normally contains terms of the facility e.g. amount, 
purpose, address for service, positive and negative covenants, default events, conditions 
precedent, schedules etc. 
5.1.3 MM Document 3: S&P (or Supplemental S&P) etc. 
The gist of the S&P (or Supplemental S&P) is that the MM undertakes the MM Business i.e. 
purchase of asset / property / project. Essentially, after the MM is formed, then only MM 
enters into the S&P. However, practically, the Customer would have already signed the S&P 
and paid 10% deposit, then only would the Customer approach the Bank for fmancing. This 
being the case, all three of them (Vendor, Customer and Bank) need to sign new 
Supplemental S&P to give this into effect: that the MM undertakes the MM Business. The 
purpose is to put the Bank in the picture as part of the MM partner, and not merely on paper. 
This is the practice of KFHMB, but not required by other Islamic banks. 
5.1.4 MM Document 4: Ijarah Lease Agreement 
The gist of the Ijarah Lease Agreement is that the Bank leases its portion in the MM asset to 
the Customer, giving the Customer full right to occupy the property or to manage the project, 
this will lead to payment of lease rentals by the Customer to the Bank thus constituting the 
Bank's profits. The Agreement contains terms and conditions of the lease by the Bank 
including payment terms and default events. 
5.1.5 MM Document 4: Service Agency Agreement 
The gist of the Service Agency Agreement is that MM appoints the Customer as its agent to 
take care of the asset/property/project for a specified agency fees. This appointment is for the 
duration of the MM. The Agreement contains the appointment clause, acceptance clause, 
duties of agent e.g. minor maintenance, fair wear and tear to be borne by Customer, while 
major maintenance to be advanced by Customer on behalf of the MM, and claimable by the 
Customer from the MM. The mechanism for the claim differs between one Bank to another, 
5.1.6 MM Document 5: Trust Deed (if applicable) 
The gist of the Trust Deed is that the MM appoints 1 of the partners as trustee for the 
asset/property/project. The trustee could be the Bank or the Customer, and it is required to be 
registered at the Land Office. The Trust Deed contains appointment clause, acceptance 
clause, rights and duties of trustee, default clauses etc. 
5.1.7 MRI Document 6: Letter of Undertaking 
The gist of the Letter of Undertaking is that the Customer undertakes to make good and 
indemnify the Bank for any default on his part. It is a direct 1-2 pages of undertaking by the 
Customer witnessed by the Solicitor addressed to the Bank to include the indemnity clauses 
and the default clauses. 
5.2 Particular attention required for the drafting 
A solicitor drafting the legal documentation for MM may want to give particular attention to 
the type of security required by the Bank for the Facility. This is so because the solicitor 
would need to prepare additional documents other than the MM Facility Agreements e.g. 
Deed of Assignment (by way of security), Deed of Assignment (by way of transfer), Form 
16N (Charge), Form 34 (CCM), Lodgment and Withdrawal of Private Caveats etc. 
Then you would get the Customers to sign or seal before you (as you will be attesting to their 
signatures), and then get the Bank's authorised signatory to sign. You may then proceed to 
stamp the documents and fulfill all the conditions precedent set by the Bank e.g. CCM 
searches, bankruptcy searches, land searches, undertaking letters, escrow account etc. 
The fmal step would be to advise for disbursement of Facility. At this point, you would need 
to confirm that all securities for the Bank have been perfected and that all conditions 
precedents have been met. 
With regards to the advised amount, which is always subjected to the amount of the MM 
financing Facility (also known as the Bank's shares in the MM), if the property is under 
construction, the advised amount is based on the certificate signed by independent engineers 
for the development project. And if it is completed property, then the advised amount is the 
balance purchase price mentioned in S&P. 
6.0 The process - During the Facility tenor? 
During the Facility tenor, there is not much to be done by the Solicitors. The Customers 
normally deal direct with the Bank, e-g. request for Bank statement, request to extend Facility 
tenor etc. You just need to wait for the Bank's instructions, if any. The instructions from the 
Bank may include: seeking for opinion particularly on the MM business and shareholding in 
the MM, default payment cases e.g. rentals, enforcement of securities under the MM security 
documents, full settlement, etc. 
Another situation which would require your action during the Facility tenor is that if earlier 
during the execution of the Security documents, no title is issued yet for the assetfproperty 
(meaning the Bank's security is Deed of Assignment), and during the Facility tenor, the title 
is issued, you will need to attend to the perfection of the Bank's security e.g. Discharge of 
Assignment, Registration of Fixed Legal Charge at the Land Office, registration of Power of 
Attorney at the High Court and Land Office, etc. 
7.0 The Process - End of MM (End of the Facility) 
The MM could end in two circumstances, (1) the customer defaults payment thus ending the 
MM Facility, in this situation, the Bank may exercise its put option i.e. the Bank puts the 
Bank's shares into the holding of the Customer, thus creating indebtedness on part of the 
Customer, or (2) the Customer observes all its obligations under the MM documents and ends 
up holding 100% shares in the MM, either at the end of tenor or earlier settlement. 
7.1. End of MM - Default cases 
For default cases pursuant to the MM Facility Agreement, the Bank may exercise its put 
option thus crystalysing the outstanding amount to what is known as the Settlement Amount. 
The Settlement Amount becomes the Indebtedness of the Customer. The formula may differ 
from one Bank to another, but generally, the Settlement Amount would include: 
Settlement Amount = Bank's shares + outstanding rentals as at the date of default + 
incidental charges + Qard (if any) 
Such being the case, you will need to assist the Bank to enforce the security, which would 
include: 
1. To issue letters of demand to the Customers according to the terms of the Facility 
Agreement 
2. To obtain Court judgment of the amount of indebtedness 
3. To proceed to enforce e.g. order for sale, sale of shares certificates, auction the 
property, deduct the indebtedness amount etc. 
7.2 End of MM -Settlement cases 
Another situation that would end the MM is upon full settlement by the Customer of the 
amount payable under the MM Facility Agreement (including the Bank's shares, the periodic 
rental payments, the incidental charges and Qard (if any). Upon full settlement, the Bank's 
shares will fully become owned by the Customer. 
If this is the case, you will need to assist the Bank to release the security held by the Bank, 
which includes: 
1. If it is Deed of Assignment, to discharge the assignment, inform the developer @ 3d 
party etc. 
2. If it is futed legal charge, to discharge the charge registered at the Land Office (and 
CCM, if Customer is a company) 
3. If Trust Deed is registered at the Land office, to withdraw the same 
4. If Power of Attorney is registered at the High Court, to withdraw the same 
8.0 Issues on MM 
8.1 MM Issue 1 - MM is a New product 
It is relatively new product, the first bank to offer it is KFHMB in 2005. Now MM is also 
offered by RHB Islamic, HSBC, Maybank etc. this being the case, the Banks expect the 
solicitors to be well versed in the product, inside out. Hence, the solicitors would need to 
double the effort to understand the product and its processes. In addition, the Customers 
might have difficulty in appreciating this new product. 
As of today, there is only one decided case on MM at KL High Court (Muamalat division), it 
was decided JID which was granted by the SAR on 19 April 2010. Brief facts of the case: the 
Customer, although locally incorporated, is regarded as foreign company, being fully owned 
subsidiq of foreigners and foreign company. The MM Facility is RM35.0 Million. The JID 
is for +RM36.0 Million, which includes the Bank's shares in the MM = RM35.0 Million, the 
outstanding rental payments = RM+500,000 and the balance being agency fees, action fees, 
etc. 
However, since it is JID, nothing much can be said because it did not reach trial stage, hence 
no issues were tried. We can safely say that as of today, the product is not tested by the 
courts. 
8.2 MM Issue 2 - Who owns? 
Another issue concerning h4M is the questions concerning operations of MM, e.g. Who owns 
the MM assetlproject? If both own the assetlproject, how to i d e n m  the portions? How to 
reflect the diminishing portions throughout the Tenor of the Facility? How to register in the 
title? Is it as trustee or owner? Who is the registered owner, Bank or Customer? Is it required 
for the Bank to register fxed legal charge, or assign by way of transfer? 
Therefore, it is the duty of the drafting solicitors to make sure that all these are clearly 
addressed to in the legal documents. The Banks may not be concerned with the legal issues, 
as they are more concerned with compliance with banking regulations + Shariah rules. At the . 
end of the day, it is the solicitors who will need to advise the enforceability of the legal 
documents in your advice letter for disbursement, so make sure you get the answers to these 
issues correctly. 
8.3 MM Issue 3 - Who bears the charges? 
Charges relating to the h4M assetlproject also become an issue e.g. Who bears the 
maintenance and insurance charges? Who bears the quitrent, assessment, water bill, 
electricity? Is it the Customer? Is it the Bank? Or is it the MM? If MM, how to delineate 
between the portions? 
You would well note that it is the duty of the drafting solicitors to make sure that these issues 
are clearly addressed to in the legal documents. 
8.4 MM Issue 4 -Who bears the risks? 
Apart from that, risks relating to the MM assetlproject also become an issue e.g. Who bears 
the risks? E.g. Project abandoned, not completed within time, force majeur, loss @ burnt? Is 
it the Customer? Is it the Bank? Or is it the MM? If MM, how to delineate between the 
portions? 
Again, it is the duty of the drafting solicitors to make sure that these issues are clearly 
addressed to in the legal documents. This means that you would need to confirm, on a regular 
basis, with the Bank, the Shariah advisors for the Bank + laws + regulations on how to 
resolve these issues. 
8.5 MM Issue 5 - Other related laws? 
Another issue which remain unsettled is probably the need for Islamic finance products to 
comply with both Shariah and conventional laws. Shariah might allow certain things but not 
in conventional law, vice versa. In addition, since MM relates to partnership, there are other 
laws involved for instance restrictions on ownership in NLC or Malay Reserved Enactments, 
provisions in Partnership Act 1961, Trustees Act, restrictions in FIC Guidelines, if it is 
foreign, Forex Rules by BNM, if it is company, Guidelines by Securities Commission 
(because involve shareholding in the MM Business), and etc. 
9.0 Conclusion 
It is undeniable that different Banks may have different Shariah resolutions. It is ok. The duty 
to advise on Shariah matters rests on the Shariah advisors. You just need to stick with your 
legal opinions on the existing laws + regulations. Because at the end of the day, you will be 
advising on the enforceability of the legal documents, you may put disclaimer that you're not 
expressing opinion as to the Shariah matters. But it always pays to also know the Shariah 
rules + make it a habit to c o n f i  with the Shariah advisors to the Bank. After all, the Bank is 
your client. 
You must always remember that all the theories and applications for MM is one thing, while 
documenting it is another separate thing. It could be a big challenge to transpire the intention 
of the parties into the format of legal documents -to fulfill the requirements of Shariah and at 
the same time also to comply with the conventional laws. 
As time goes by, and with the appropriate amount of practice, rest assured that you'll be 
fine.. , 
